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A.  FINANCING  PROVINCIAL  RESPONSIBILITIES 


Mr.  Chairman,  our  agenda  today  deals  with  the 
financing  of  hospital  insurance,  medicare  and  post-secondary 
education.  The  Ontario  Government  believes  that  these 
matters  have  to  be  negotiated  within  the  context  of  a 
comprehensive  strategy  to  provide  each  level  of  government 
with  tax  resources  commensurate  with  its  expenditure 
responsibilities . 

We  have  repeatedly  expressed  the  view  that  shared- 
cost  programs  entail  great  inefficiencies  and  a  dangerous 
blurring  of  the  lines  of  responsibility  between  our  federal 
and  provincial  governments.  We,  therefore,  remain  convinced 
of  the  need  to  assume  full  responsibility  in  all  major 
areas  of  provincial  spending. 

Our  determination  to  opt  out  has  been  stated  on  many 
occasions  during  the  past  three  years.  As  the  Honourable 
W.  Darcy  McKeough  said  in  his  1971  Budget  Address, 

This  Government  cannot  accept  this  application  of 
federal  leverage  on  its  future  flexibility. 
Accordingly,  I  wish  to  state  now  our  clear  intention 
to  assume  responsibility  for  the  established  shared- 
cost  programs  in  exchange  for  fiscal  equivalence 
and  to  resist  rigorously  the  establishment  of  new 
shared-cost  programs. ^ 


1.  The  Hon.  W.  Darcy  McKeough,  Ontario  Budget  1971  (Toronto: 
Department  of  Treasury  and  Economics)  p.  9. 
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This  position  was  forcefully  reiterated  at  the  Jasper 
Conference  of  Finance  Ministers  in  early  1972,  where  we 
said. 


Therefore,  the  Ontario  Government  is  convinced 
that  the  time  has  come  to  completely  reform  the 
financing  arrangements  for  federal-provincial 
shared-cost  programs.  Ontario  has  already  pro¬ 
posed  the  discontinuation  of  all  such  current 
arrangements  and  today  repeats  its  own  strong 
preference  for  opting  out  in  exchange  for  equiv¬ 
alence  through  additional  tax  room. 

This  considered  position  has  been  consistently  pressed  by 
three  Ontario  Treasurers  --  the  Hon.  Charles  MacNaughton 
and  the  Hon.  W.  Darcy  McKeough  as  well  as  by  myself  at  the 
last  Ministers  of  Finance  Conference. 


Reasons  for  Opting  Out 

The  reasons  for  our  position  are  easily  understood. 

They  are  based  first  on  philosophic  grounds  and  second  on 
pragmatic  considerations. 

Our  first  reason  for  wishing  to  opt  out  is  a  philo¬ 
sophical  one.  We  believe  strongly  in  the  principle  of 
getting  government  back  to  the  people  through  decentralization. 
This  can  only  be  achieved  through  a  clarification  of  the 
responsibilities  of  the  two  levels  of  government  and  the 
simplification  of  intergovernmental  financial  arrangements. 

The  Hon.  W.  Darcy  McKeough,  Supplementary  Papers  on 
Federal-Provincial  Finance,  (Toronto :  Department  of 
Treasury  and  Economics,  19"72)  ,  p.  24. 


2. 


Digitized  by  the  Internet  Archive 
in  2018  with  funding  from 
Ontario  Council  of  University  Libraries 


https://archive.org/details/optingouttaxsharOOwhit 
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You  will  note  that  our  recent  Budget  provided  an 
additional  $440  million  from  the  Province  to  local  govern¬ 
ments  to  enable  them  to  more  effectively  tackle  local 
problems.  The  magnitude  of  our  efforts  in  this  direction 
is  revealed  by  the  fact  that  provincial  assistance,  as  a 
percentage  of  local  revenue,  grew  from  41.5  per  cent  in 
1970  to  48.5  per  cent  in  1973.  This  means  that  total 
provincial  funding  to  local  governments  now  amounts  to 
$2.4  billion,  or  no  less  than  90  per  cent  of  our  total 
revenues  from  the  personal  income  tax  and  retail  sales  tax. 

It  is  important  to  note  that  most  of  our  increased  assistance 
this  year  will  be  delivered  in  the  form  of  unconditional 
grants.  Moreover,  the  Ontario  Government  has  stated  that 
it  is  its  policy  to  deconditionalize  other  municipal  grants* 
as  soon  as  discussions  take  place  and  agreement  can  be 
reached  with  municipal  representatives.  In  short,  Ontario 
is  following  a  consistent  pattern:  in  calling  upon  the  federal 
government  to  provide  more  tax  room  and  to  deconditionalize 
the  shared-cost  programs,  we  are  only  asking  to  be  treated 
in  the  same  progressive  way  that  we  treat  our  own  munici¬ 
palities  . 


- 
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The  second  reason  for  opting  out  has  to  do  with 
the  unsatisfactory  performance  of  the  shared-cost  programs 
and  the  practical  problems  we  have  faced  in  the  past. 

These  problems  have  been  fully  documented  in  our  recent 
study,  Federal-Provincial  Shared-Cost  Programs  in  Ontario. 

There  is  a  baffling  array  of  shared-cost  programs, 
many  of  which  have  overlapping  or  even  contradictory 
objectives.  This  lack  of  integration  and  co-ordination 
results  from  the  fact  that  the  programs  tend  to  be  con¬ 
ceived  on  an  ad  hoc  basis.  As  Mr.  McKeough  expressed  it. 

Any  objective  observer,  on  reviewing  the  history 
of  cost  sharing,  would  be  impressed  by  the  lack 
of  common  sense  in  the  plethora  of  programs  and 
by  the  urgent  need  for  a  complete  overhaul  and 
rationalization . ^ 

The  conditional  grants  tend  to  be  administratively 
cumbersome.  There  are  long  delays  in  the  collection  of 
federal  contributions  and  lengthy  disputes  over  what  is 
eligible  for  sharing. 

Most  important,  the  system  of  matched  funding 
tends  to  distort  provincial  priorities  and  interferes 
with  the  efficient  delivery  of  provincial  services.  Dis¬ 
tortions  occur  when  provinces  are  induced  to  spend  in 

3.  Staff  Paper,  Federal-Provincial  Shared-Cost  Programs 
in  Ontario,  Ontario  Tax  Studies  8  (Toronto:  Ministry 
of  Treasury,  Economics  and  Intergovernmental  Affairs, 
1972)  . 

4.  The  Hon.  W.  Darcy  McKeough,  Supplementary  Papers  on 

Federal-Provincial  Finance,  op.  cit'.  ,  p.  2T7 - 
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areas  where  money  is  available,  rather  than  in  areas  that 
have  a  high  priority  reflecting  different  regional  needs. 
They  also  occur  when  federal  funds  are  suddenly  curtailed 
leaving  the  provinces  with  the  dilemma  of  assuming  either 
the  total  program  costs  or  the  blame  for  reduced  services. 
Organizational  problems  occur  when  provinces  are  forced 
to  shift  functions  arbitrarily  from  one  ministry  to  another 
simply  in  order  to  obtain  sharing.  We  reject  the  exertion 
of  this  kind  of  fiscal  leverage  by  one  level  of  government 
upon  another,  which  we  all  realize  seriously  compromises 
the  very  meaning  of  a  federal  system. 

I  do  not  think  it  is  necessary  to  illustrate  the 
above  problems  with  reference  to  the  Ontario  experience. 

The  difficulties  that  I  have  mentioned  are  not  specific 
to  us,  but  are  common  to  all  provinces.  Suffice  it  to  say, 
opting  out  is  the  only  logical  and  effective  way  to  end 
these  problems. 

As  we  all  know,  the  concept  of  opting  out  had 
become  current  in  1965.  In  fact,  the  federal  government 
itself  took  important  initiatives  in  this  direction.  In 
the  Established  Programs  (Interim  Arrangements)  Act,  the 
federal  government  offered  the  provinces  the  option  of 
contracting  out  of  certain  shared-cost  programs  in  exchange 
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for  specified  fiscal  equivalences.  At  the  time,  only 
Quebec  availed  itself  of  this  option.  During  the  past 
few  years,  however,  other  provinces  have  come  to  look 
favourably  on  opting  out.  The  Conference  of  Finance 
Ministers  in  January  of  this  year  demonstrated  a  growing 
interest  in  the  opting-out  alternative,  as  did  several 
provincial  meetings  during  the  past  three  months.  More¬ 
over,  it  has  become  clear  that  there  is  no  reason  why  any 
province  would  be  penalized  in  choosing  to  continue  its 
participation  in  shared-cost  arrangements.  We  are  convinced, 
therefore,  that  the  time  has  come  to  go  ahead  with  the 
opting  out  reform,  to  agree  on  the  programs  to  which  it 
can  be  applied,  and  to  establish  the  requisite  fiscal 
equivalences . 

Calculation  of  Fiscal  Equivalence 

Given  the  emerging  provincial  consensus  which  I 
have  just  described,  I  find  it  encouraging  that  the  federal 
government  has  signalled  that  it  too  finds  opting  out  an 
increasingly  acceptable  solution.  I  should  like  to  draw 
your  attention  to  a  statement  of  Mr.  Turner  in  his  letter 
to  me  dated  April  18,  1973,  in  which  he  said. 
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In  this  regard,  you  are  aware  that  a  number  of 
provinces  have  indicated  that  they  favour  strongly 
a  transfer  of  tax  room  to  help  finance  the  federal 
contribution  for  health  services.  I  shall  be 
prepared  at  our  meeting  to  advance  specific 
suggestions  regarding  this  possibility,  assuming 
an  agreement  on  the  quantum  can  be  achieved. 


Ontario,  for  one,  would  be  interested  in  hearing  the 
specific  suggestions  that  Mr.  Turner  has  in  mind.  But, 
with  such  a  consensus  in  principle  on  the  merits  of  opting 
out,  we  see  no  reason  why  we  cannot  now  move  to  a  practical 
solution . 


As  you  know,  Ontario  tabled  a  plan  for  opting 
out  at  the  Jasper  Conference  of  Finance  Ministers  in  early 
1972.  Our  original  plan  called  for  a  fiscal  transfer 
from  the  federal  government  of  21  per  cent  of  the  personal 
income  tax  field  --  or  roughly  27  points  of  Ontario  tax 
—  as  the  fiscal  equivalence  for  existing  shared-cost 
programs.  More  recently,  Quebec  carried  forward  this 
proposal  to  solve  the  problem  of  uneven  tax  yields  among 
the  provinces.  We  agree  with  Quebec's  proposal  to  equalize 
up  to  the  Ontario  per  capita  yield  the  fiscal  equivalence 
for  all  other  provinces.  The  essential  achievement  of 
the  Quebec  proposal  is  to  ensure  that  no  province  is 
handicapped  for  opting  out  purposes  by  having  a  tax  yield 
below  that  of  the  wealthiest  province. 


.. 
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Focusing  on  the  items  of  immediate  concern  at 
this  conference  —  health  and  post-secondary  education  — 
the  estimated  fiscal  equivalence  for  Ontario  must  yield 
$930  million  in  1973-74. 


1973-74 
($  million) 

Hospital  Insurance  Reimbursement  524 

Medical  Care  Reimbursement  250 

Post-Secondary  Adjustment  Payment  155 

929 


To  implement  opting  out,  therefore,  the  federal  govern¬ 
ment  would  reduce  its  personal  income  tax  in  Ontario  by 
$930  million  or  almost  20  per  cent,  while  Ontario  would 
increase  its  tax  rate  by  a  corresponding  amount.  The 
division  of  the  personal  income  tax  field  after  opting 
out,  therefore,  would  be  as  follows: 


Before  After 

Opting  Out  Opting  Out 

Federal  tax 
Ontario  tax 


100.0  100  -  20  =  80.0 
30.5  30.5  +  20  =  50.5 


Total  tax 
Provincial  share 


130.5 

130.5 

30.5  _  0 ^  49. 
130.5 

50.5 

130.5 

38. 7% 

100.0  _  —  r  ro. 

130.5  76*6% 

80.0 

130.5 

61.3% 

Federal  share 


■ 

. 
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The  above  proposal  has  major  advantages  to  both 
levels  of  government.  It  would  transfer  the  necessary 
fiscal  resources  for  Ontario  to  assume  full  responsibility 
for  health  and  post-secondary  education  financing.  It 
would  do  so  without  in  any  way  adversely  affecting  the 
federal  budget.  It  would  avoid  any  future  disputes  over 
eligible  costs  and  provincial  entitlements.  By  equalizing 
the  tax  equivalence  to  the  Ontario  per  capita  tax  yield, 
other  provinces  could  opt  out  on  the  same  terms  as  Ontario. 
It  would  no  longer  be  necessary  to  maintain  detailed  and 
complex  records  on  actual  cost  experience.  The  elimin¬ 
ation  of  such  wasteful  procedures  would  be  an  important 
advantage  to  both  levels  of  government  and  save  taxpayer 
money.  To  the  extent  that  program  costs  can  be  held  below 
the  growth  rate  in  tax  yield,  there  will  be  longer  term 
financial  gains  to  the  provinces,  thereby  partially 
redressing  the  financial  imbalance  that  plagues  our 
federation.  Such  gains  could  also  be  seen  to  help  reduce 
the  inevitable  and  large  financial  losses  the  provinces 
will  experience  when  the  revenue  guarantee  ends  ,  because 
of  tax  reform  and  indexing. 
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Conclusion 

The  two  items  on  the  agenda  today  are  health  and 
post-secondary  education  financing.  The  federal  government 
has  advanced  modifications  to  the  present  formula  financing 
in  these  areas,  which  themselves  are  prima  facie  evidence 
for  the  logic  of  opting  out.  At  the  last  Ministers  of 
Finance  meeting  the  proposed  health  formula  was  judged  to 
be  unworkable  because  of  its  arcane  complexity.  While 
the  post-secondary  proposal  we  have  just  received  is  more 
simplistic  and  intelligible,  it  involves  a  highly  capricious 
pattern  of  potential  gains  and  losses  to  the  provinces. 
Although  Ontario  might  stand  to  gain,  other  provinces  are 
likely  to  suffer.  Accordingly,  we  still  feel  that  the  best 
choice  for  all  provinces  is  to  opt  out  of  the  post-secondary 
agreement  in  exchange  for  tax  room.  I  would  remind  the 
Chairman  that  the  Provincial  Task  Force  on  the  Financing 
of  Post-Secondary  Education  studied  various  plans  for 
refinancing  this  area  and  emerged  with  a  near  unanimous 
consensus  on  an  opting-out  proposal. 

In  conclusion,  let  me  reiterate  my  main  point. 

We  now  have  a  consensus  on  the  Ontario  and  Quebec  advocacy 
of  opting  out.  It  is  time  therefore  to  implement  this 


fundamental  reform. 
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B.  THE  FEDERAL  BUDGET  AND  TAX  SHARING 

Turning  now,  Mr.  Chairman,  to  your  budget,  the 
relevance  of  the  federal  budget  for  this  conference  does  not 
lie  in  its  measures  for  short-run  stabilization,  but  rather 
in  its  long-run  implications  for  provincial  revenues  and 
tax  sharing.  Since  1966,  the  need  for  increased  tax  sharing 
to  correct  the  federal-provincial  fiscal  imbalance  has  been 
repeatedly  documented  and  accepted.  At  the  January  meeting 
of  Ministers  of  Finance,  Ontario  advanced  a  plan  for  federal 
income  tax  cuts  to  open  up  tax  room  urgently  needed  by  the 
provinces.  In  the  face  of  this,  your  subsequent  budget  did 
nothing  to  relieve  the  fiscal  problem  facing  Ontario.  First, 
the  personal  income  tax  cuts  were  designed  in  a  way  which 
prevents  provinces  from  moving  in  to  take  up  this  potential 
tax  room.  Second,  the  increased  personal  exemptions  mean 
immediate  revenue  losses  —  in  Ontario's  case  some  $25  million 
in  1973-74.  Third,  the  proposal  to  index  the  personal  income 
tax  will  erode  the  long-run  growth  in  provincial  income  tax 
revenues.  Thus,  far  from  improving  the  tax  sharing  imbalance, 
the  federal  budget  has  further  impaired  the  provincial  revenue 
position  and  more  than  ever  forced  the  provinces  to  depend 
upon  a  federal  revenue  guarantee. 
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Mr.  Chairman,  I  do  not  intend  to  discuss  the 
federal  budget  in  detail.  Rather  I  should  like  to  table 
for  consideration  by  the  conference  copies  of  two  of  my 
1973  Budget  Papers.  I  believe  these  papers  are  relevant 
to  the  basic  problems  of  intergovernmental  finance  and 
descriptive  of  the  new  difficulties  facing  the  provinces 
generally  as  a  consequence  of  the  federal  budget. 

Fiscal  Policy  and  Deficit  Sharing 

It  is  ironic  that  the  federal  budget  calls  upon 
the  provinces  to  carry  substantial  deficits  for  fiscal 
stimulation  while  at  the  same  time  curtailing  their  basic 
revenue  growth  capacity.  My  Budget  Paper  A  demonstrates  that 
Ontario  has  carried  an  undue  burden  of  deficit  sharing  to 
stimulate  the  economy  over  the  past  three  years.  We  cannot 
continue  to  exercise  this  role  without  compromising  our 
long-term  ability  to  finance  basic  needs,  unless  we  have 
access  to  the  necessary  financial  resources  through  increased 
tax  sharing.  So  long  as  the  provincial-municipal  sector  is 
chronically  underfinanced,  there  is  no  flexibility  for  dis¬ 
cretionary  fiscal  policy  and  appropriate  deficit  sharing. 

Reduced  Growth  in  Provincial  Revenues 

The  federal  budget  of  February  1973  once  again 
restructures  the  personal  income  tax,  after  only  one  year's 
experience  with  the  reformed  income  tax  statute.  The  original 
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reform  exercise  already  involved  substantial  revenue 
losses  to  the  provinces  as  demonstrated  by  the  need  for  a 
federal  revenue  guarantee.  The  new  inflation  indexing 
proposal  dramatically  magnifies  these  losses  by  reducing  the 
revenue  growth  capacity  of  the  personal  income  tax,  upon 
which  the  provinces  rely  heavily  to  finance  essential  public 
services  and  to  maintain  the  progressivity  of  their  total  tax 
systems . 


The  federal  indexing  proposal  would  escalate 
exemptions  and  widen  the  taxable  income  brackets  each  year 
by  the  previous  year's  rate  of  price  inflation.  Since  Ontario 
and  eight  other  provinces  utilize  the  basic  structure  of  the 
federal  income,  indexing  would  automatically  apply  to  their 
provincial  income  tax.  As  a  result,  the  growth  of  Ontario's 
personal  income  tax  would  fall  dramatically  —  from  an  average 
of  19  per  cent  to  perhaps  14  per  cent  per  year.  Assuming  a 
4  per  cent  inflation  rate,  the  initial  effect  of  the  federal 
indexing  scheme  would  be  to  reduce  Ontario's  revenue  growth 
from  the  personal  income  tax  by  $80  million  in  1974.  The 
compounding  nature  of  indexing  would  increase  this  growth 


5.  For  a  detailed  analysis  of  the  provincial  loss  in  tax 

sharing  under  the  reformed  income  tax,  see,  Hon.  W.  Darcy 
McKeough,  Supplementary  Papers  on  Federal-Provincial 
Finance ,  pp"!  9-14 ,  and  Hon.  John  White,  Fiscal  Policy 
Management  and  Tax  Sharing  Reform,  Meeting  of  Ministers 
of  Finance,  Ottawa,  January  18  and  19,  1973  (Toronto: 
Ministry  of  Treasury,  Economics  and  Intergovernmental 
Affairs ,  1973) . 
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loss  with  each  succeeding  year.  By  1977,  Ontario's  income 
tax  revenues  would  be  decreased  by  some  $500  million.  The 
resulting  reduction  in  the  long-term  growth  of  Ontario's 
total  revenue  structure  is  clearly  documented  in  the 
reprint  of  Budget  Paper  B  which  I  am  tabling  at  this  con¬ 
ference  . 


Because  of  the  revenue  losses  to  the  provinces 
inherent  in  the  new  federal  income  tax  proposals,  the 
revenue  guarantee  becomes  critical  to  the  financial  viability 
of  the  provinces.  The  revenue  guarantee  set  out  in  the 
Federal-Provincial  Fiscal  Arrangements  Act  provides  that  the 
provinces  will  be  ensured  an  income  tax  yield  equal  to  the 
yield  of  the  income  tax  system  as  of  December  31,  1971.  In 
your  Budget  Speech  of  February  1973,  Mr.  Chairman,  you 
reaffirm  the  compensation  for  provincial  losses  from  tax 
reform,  from  the  May  8,  1972  budget  changes  and  from  the 
exemption  increases  in  1973.  Although  there  is  no  clear 
commitment  to  also  cover  indexing ,  the  Ontario  Government 
expects  a  commitment  today  that  the  federal  revenue  guarantee 
will  compensate  for  the  large  revenue  losses  to  the  provinces 
from  indexing. 


. 


’ 
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Conclusion 

In  conclusion,  Mr.  Chairman,  I  hope  you  appreciate 
that  the  issues  we  are  discussing  today  are  vital  to  provincial 
financing  in  the  decade  ahead.  It  is  imperative  that  we  come 
up  with  solutions  which  shift  resources  to  the  provinces  and 
permit  them  to  finance  their  constitutional  responsibilities. 
Redressing  the  chronic  imbalance  in  intergovernmental  finance 
is  the  first  and  essential  step  towards  meaningful  decentrali¬ 
zation  and  a  more  responsive  federal  system  in  Canada. 
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